Presidential democracies were 4.9 times more likely to default on external debts between 1976 and 2000 than parliamentary democracies. This paper argues that the explanation to the pattern of serial defaults among a number of sovereign borrowers lies in their constitutions. Ceteris paribus, parliamentary democracies are less likely to default on their liabilities as the confidence requirement creates a credible link between economic policies and the political survival of the executive. This link tends to strengthen the repayment commitment when politicians are opportunistic. I show that this effect is large and statistically significant in the contemporary world even when comparison is restricted to countries that are twins in terms of colonial origin, geography and economic variables. Moreover, the result persists if OECD or Latin American democracies are excluded from the sample. Since the form of government of a country is typically chosen at the time of independence and highly persistent over time, constitutions can explain why debt policies in developing countries are related to individual histories.
Introduction
What explains the fact that historically some countries have been more prone to default on their financial obligations than others? Why has Venezuela defaulted 9 times on its external debts and Mexico 8 times over the last 180 years while India, Malaysia and Thailand have never done so? (Reinhart and Rogoff (2004) ).
1 This paper finds that the critical aspect to answer this question is found in a borrowing country's constitutional form of government. More specifically, democracies in which the executive needs the continuous consent of the legislature to remain in power, i.e. parliamentary democracies, are less likely to default on their external liabilities. The thrust of this argument is present in earlier work by North and Weingast (1989) on the evolution of political institutions in 17th century England. The rationale is based on the fact that the vote of confidence requirement found in parliamentary democracies creates a credible link between debt policy decisions and the survival of the executive. It is this credible link that leads to the possibility of compensating offers between opportunistic politicians within a parliamentary cabinet. Such compensation mechanisms will act to reduce the rescheduling probability of a parliamentary government vis-'a-vis a presidential government. The contribution of this study is to show that this effect is large and statistically significant in the contemporary world:
the estimates suggest that if the legislature could pose a credible threat to 1 See also Reinhart, Rogoff and Savastano (2003) .
unseat sovereigns through a confidence motion the probability of default in a 25 year period in presidential democracies would be reduced from the current 79.3% to less than 33%. As shown in the paper, this holds even when we use matching techniques to restrict comparison to twin countries -i.e. countries with similar colonial origin, geographical and economic characteristics.
Hence, the reason that history is of primary importance for debt policy 2 might come from the persistence of the constitutional form of government of the borrowing countries.
The paper proceeds as follows. Section 2 briefly explains the theoretical hypothesis. Section 3 analyses 72 contemporary democracies that have access to private credit markets, showing that North and Weingast's prediction that parliamentary democracies are less likely to default on external debt repayments is indeed borne out in the data. I show that this pattern was already present in the data before each of the world wars. In the contemporaneous sample, it is shown that parliamentary democracies are found to be substantially less likely to default on their liabilities irrespective of whether Latin American or OECD countries are excluded from the sample or not. The paper recognizes that the main empirical limitation of comparative studies that rely on such fundamental pillars of a constitution as the form of government is that there are few instances of democratic changes in these to allow a more precise identification with standard techniques. 3 This is why section 4 resorts to quasi-experimental methods, aiming at insulating the form of government from other factors such as the colonial origin, location or income level of a country. Even though higher standard errors result from matching techniques, the difference between regimes remains large and statistically significant. Section 5 then proceeds to find that parliamentary democracies have reduced their external debts in more market friendly ways:
only one among five parliamentary democracies that attained a reduction in the debt to GNP ratio in excess of 25% within a three-year-period resorted to a default -compared to more than 80% of presidential democracies in similar circumstances. Parliamentary democracies as Botswana, Malaysia, Papua New Guinea and Thailand attained such marked debt reductions without changing original terms of debt contracts. Finally, the paper concludes by discussing directions for further research.
Theoretical Rationale
The theoretical hypothesis of this paper claims that when politicians have conflicting interests in the decision of whether to continue servicing external debt or not, the institutional setting in which such a decision would ultimately be taken will condition the outcome. In particular, it will be crufact that the form of government rarely changes and is typically inherited from the colonial past implies that this institution is largely unaffected by the contemporaneous vagaries of tastes. Arguably then, the form of government is one of the deep parameters that Glaeser et al. (2004) suggest should be used in institutional studies.
cial whether the political survival of the executive that takes such decision depends or not on other politicians. Parliamentary democracies are those regimes in which the executive (the prime-minister) can be unseated by the legislature through a confidence motion. In contrast, the Constitution of presidential countries does not include such possibility. 4 This distinction is likely to make a prime-minister give much greater consideration to the effects of an important policy change on his support basis in the legislature than a president would do. As a result, the probability of default in a presidential regime will typically be higher than that seen in parliamentary regimes when asset holders can sway the legislative chamber. To see this, assume that a debt default has consequences on the economy which will put downward pressure on asset values. 5 If the owners of assets who would be negatively affected in the case of discontinuance of debt service have higher stakes in debt policy than those who do not hold such assets, compensation mechanisms among political actors will tend to reduce the likelihood of a debt rescheduling.
Take the example of a parliamentary government formed by a prime-4 Presidents can be impeached, but only if there are established criminal charges against them. The paper follows Persson and Tabellini (2003) , that distinguish form of governments based on the confidence requirement.
5 In fact, this seems to have been the case in heavily indebtded Argentina in 1999. Stock markets fell 8% in one day when one of the contenders for the presidential position announced that he was considering to halt external debt servicing. Later, in December 2001, the already depressed stock market fell a further 8% after the inauguration speech of the short-lived president Rodriguez Saa in which he stated: Vamos a tomar el toro por las astas, vamos a hablar de la deuda externa. En primer lugar, anuncio que el Estado argentino suspenderá el pago de la deuda externa.
minister and a junior coalition partner -the latter proxying for the primeminister's support basis in the legislature. The junior partner may at anytime abandon the government, leading to a government dissolution followed by a new government formation. Assume for the moment that the prime-minister represents asset holders and therefore is strongly opposed to a debt rescheduling, whereas the pivotal junior coalition partner represents peasants. Since continuing to service external debt under current conditions implies negative international transfers, peasants would prefer to halt debt servicing (note that since peasants are assumed not to hold assets, it is natural that their optimizing horizons be shorter, as they will internalize the long term consequences of a default to a lesser extent). In such a situation, the prime-minister could buy the critical support of the peasant politician by giving him, for instance, a ministry in the portfolio. Since the benefits are directly linked to the survival of the government, such a transfer could eliminate the incentives of the junior coalition partner to unseat the debt servicing government. Interestingly, if the types of politicians are not perfectly observable before they have implemented policy themselves, all junior coalition partners would be able to extract side payments from the senior government member. Now consider instead that the prime-minister is a peasant. The simple knowledge that with some probability a junior coalition member represents the interests of stakeholders -who would loose out heavily if a default were declared -will act as a deterrent to the implementation of such a policy, as it might put the political survival of the government at risk. A default would reveal the type of the head of government and hence possibly lead his support basis to draw a new politician from the pool of candidates to form a government. In contrast, in a presidential democracy, any threat by Congress members to systematically oppose bill proposals of the executive in case its preferred debt policy is not implemented would not be subgame perfect: once the president has defaulted on debt contracts, legislators would find it optimal to take this decision as a bygone.
6 Obviously, the distinction between constitutional forms of government will only be relevant for countries in which there is an alternative to the incumbent government, i.e. where the threat of unseating the government is credible. This is why in the empirical Note that with opportunistic politicians, only the proportion of legislators that favours debt servicing is of relevance. Since asset holders have stronger incentives to enter into politics than peasants and pre-electoral announcements are "cheap talk", the proportions are unlikely to be the same in the cohort of politicians and the cohort of voters.
the sovereign that stepped too far out of the line (North and Weingast (1989, p.829) . Kohlscheen (2004) formalizes this argument in an analytical model showing that, due to the credible link between policies and the political survival of the executive, debt defaults are less likely to happen in parliamentary democracies than in presidential ones under very general conditions.
Empirical Evidence
In order to test the conjecture that parliamentary democracies have a lower propensity to default on foreign debts, economic and political data were obtained for 72 democracies. The sample includes all countries that satisfied the following two criteria: a) obtained at least once a credit rating at one of the two major rating agencies; b) have an average index of political freedom and civil liberties that corresponds to a free or partially free democracy according to Freedom House. The first restriction is intended to exclude countries that have not signalled an interest in accessing private debt markets by requesting a sovereign debt rating and might be primarily involved in dealings with multilateral institutions. The complete list of countries, their default history and form of government classification can be found at the end of the paper.
To identify which countries have defaulted on their external debts between 1976 and 2000, two alternative indicators are used. The first indicator is from the rating agency Standard & Poor's and flags any change in the original terms of the contract. The second indicator, due to Detragiache and Spilimbergo (2000) , flags countries only when there have been substantial arrears in repayments (i.e. in excess of 5% of the debt stock). Also, in contrast to the first indicator, this index includes defaults on commercial debts. I shall refer to episodes identified by the first indicator as technical defaults or simply defaults and by substantial defaults when using the second indicator. 7 Finally, I use the form of government classification by Persson and Tabellini (2003) . They classify a country as parliamentary if the Constitution of the country empowers the legislature to unseat the executive. Table 1 summarizes the information found in the list of countries at the end of the paper. The difference is striking: whereas only 7 out of the 43 parliamentary democracies in the sample had a credit incident during the 25 years of the sample period, no less than 23 of the 29 presidential countries did so. Since most of the democracies throughout Latin America have presidential regimes, I also report the proportions when Latin America is dropped from the sample. The pattern persists: 5 defaulters among 38 parliamentary democracies against 7 in the group of 11 presidential democracies. Finally, the table shows that parliamentary countries also seem less likely to default when we restrict the sample to the developing world. In what follows, I
report regression results when the technical default variable is used as the dependent variable. Table 1 shows that the difference between regimes in the unconditional probabilities of default is even larger for the substantial default indicator.
[ Table 1 about here] Interestingly, as shown at the end of Table 1 , the striking difference in default probabilities was already a characteristic of the two pre-war periods of 1880-1913 and 1919-1938. 8 Table 2 lists the 17 countries that were already independent and democratic during these periods. Even though here we are dealing with a very small sample, with 10 out of 11 parliamentary democracies maintaining a clean-sheet during these periods the hypothesis that the form of government does not affect the unconditional probability of default is rejected with a t-value of 2.93 (p=0.01). However, whereas a pattern of serial defaults is evident for some presidential countries in the [ Table 2 about here]
3.1 Cross-Sectional Logit Analysis Table 4 shows the marginal effects at the mean of the covariates obtained with a logit regression when the usual economic determinants of debt defaults are added as explanatory variables. All variables are sample averages.
Among the economic explanatory variables, the income level stands out as the most significant, but only when rich countries are included in the sample. [ Table 3 about here]
[ Table 4 about here]
Time Variation
To infer whether the pattern above is robust and there is evidence of a causal relation between the form of government and debt reschedulings the sample was split into successive five year periods. This leaves us with a total of 336 9 Based on estimates of the first specification in Table 3 . 10 Summerhill (2005) argues that the fast development of credit markets in 19th century Brazil and the low risk premia on debt instruments at the time can be traced back to the empowerment of the enfranchised elite by the Emperor, through the Monarchic Constitution of 1824.
observations. All economic explanatory variables are lagged and represent averages over the previous five year interval. Economic variables do appear to carry some more predictive power over these shorter horizons: default is more likely for countries that struggle to grow, are more indebted and poorer. The latter two variables, however, are not always significant at the 5% confidence level when OECD members are dropped from the sample. Note that, as there is no variation in the form of government during the sampling period, fixedeffects cannot be included. Continental dummy variables for Latin America, Africa and Asia, and time dummies were also included to capture regional variations and changes in international credit conditions. The coefficients on the time dummies capture a significant reduction in defaults during the 1990s. Table 6 reports the results of the pooled logit estimation using alternative specifications. Once more, countries in which the government requires the consent of the legislature are found to be significantly less likely to default on external debts. These effect amounts to a marginal reduction between 7 and 11.5 percentage points in the probability of default for the average country.
Again, this is hardly negligible given that the average likelihood of default over a 5 year span is 21%.
[ Table 5 about here]
[ Table 6 about here]
Propensity Score Matching
The main objection to the results reported in the previous section is that the selection of Constitutions may not be random. Parliamentary and presidential democracies have different origins and may well differ in other aspects as well. For instance, parliamentary democracies typically have higher income levels and are older democracies than presidential democracies. This may raise doubts about whether causality has been established above. In fact, only two developed democracies are not parliamentary: Switzerland and the United States. These are hardly the typical cases of presidential regimes in our sample. In particular, the United States has enjoyed a unique monetary and geopolitical position during the sample period and has a system of checks and balances on the executive in place which is hardly the norm in other presidential countries. This asymmetry of cases constitutes an additional difficulty for an econometric test, as we are confronted with the task of identifying which effects are explained by forms of government, income levels or by whether the democracy is more mature. It is important to note however, that if the proposition that markets in parliamentary countries have a higher degree of immunization from debt crises is correct, one should certainly not expect to observe the same proportion of forms of government across different income groups -since the incidence of debt crises belongs to the determinants of well-being in a country (see Reinhart and Rogoff (2004) ).
A market that is afflicted by the serial default phenomenon will probably not provide an economic environment in which long-term credit markets might thrive. So, while the skeptical will take this disproportion of parliamentary democracies among rich countries as a fundamental flaw of the dataset, those who are sympathetic to the proposition might interpret this disproportion as an additional confirmation of the theory. The findings of Rosenbaum and Rubin (1983) suggest that we should not stop at this point of the discussion.
The selection of Constitutions depends on a number of observable variables, allowing us to resort to quasi-experimental evidence (for an earlier example in this context see Persson and Tabellini (2002) ). In the first stage we estimate the probability of a country to select a parliamentary form of government as a function of observable historical and geographical factors. Namely, we can observe whether the country has been colonized by the United Kingdom, the fraction of the population speaking one of the five major European languages as their first language (denoted by eurfrac), the time since independence (t_indep) and the geographical location (the latitude of the capital city or continental dummy variables). As economic explanatory variables long-term characteristics such as the degree of exposure to international trade (openness), the indebtness statistics and per capita income are used.
Once the propensity of each country to adopt a parliamentary Constitution has been computed, we are able perform estimates using only the countries that are sufficiently similar (the "twins") in terms of propensity score. The cost of this method is that some observations which are too different to be on the common support are dropped from the sample. Since observable differences between treatment and control groups are ironed out however, such cost might be worth paying. Table 7 reports the results based on the nearest-neighbour, radius and kernel matching techniques for three different propensity score logit specifications. Bootstrapping was used to estimate the standard errors (with 10,000 replications). The results suggest that parliamentary countries are less likely to default on external debts, even when we restrict our comparison to democracies with similar characteristics. This effect amounts to between 46 and 58 percentage points in the probability of default over the sample period, which is in line with the finding of the previous section. In other words, the matching estimates suggest that by including a confidence requirement in their Constitution, the group of presidential countries would see the probability of default in a 25 year interval reduced from 79.3% to between 21% and 33%.
11 This is still higher than the 16.3% default rate observed for parliamentary democracies in the sample.
[ Table 7 about here]
11 Which compares with 25 to 33% in the cross-sectional logit analysis.
Debt Reversals
A further test of the theory comes from comparing how countries with different political institutions reacted to episodes in which debt repayment meant a great effort for the borrowing country. 12 For this test, I use Reinhart, Rogoff and Savastano's list of 22 episodes of sharp debt reductions between 1970 and 2000, defined as decreases in the external debt to GNP ratio of at least 25% over a 36 month interval. Six of these involved countries that were described as not free at the time (Freedom House). Table 8 did not share many common characteristics apart from being parliamentary democracies. Despite the small size of the sample, the hypothesis that the 12 Note that the theory suggests that political institutions will only be relevant for debt policy when there exists some divergence on whether the optimal policy is to service debt or to default (and eventually reschedule). It is highly plausible for instance that in the cases where international transfers are positive, there is an unanimity in favour of continuing debt servicing. If all political actors however have the same preferences regarding what the optimal policy might be, the outcome would be the same whatever the decision making institution.
proportion of defaulters is unaffected by the form of government is easily rejected at the 5% confidence level (t-statistic 2.75).
[ Table 8 about here] Among the seven parliamentary democracies that did reschedule their external liabilities during the 25 years that this study covers, the case of Turkey (the largest country in this group) is particularly revealing. During the 1970s the Turkish political environment was highly volatile with a succession of short-lived coalition governments. Eventually, an early popular election -that had been rescheduled from October to June 1977 -turned out to be inconclusive. Led by a temporary "care-taker" government, the country defaulted on its external debts in the following month. Arguably, given the circumstances and the absence of credible alternatives, the checks on this government were weaker as the risk of a no-confidence motion at the time was very low.
Concluding Remarks
This paper finds broad support for the prediction that parliamentary democracies are less likely to default on their external liabilities. The effect is quantitatively large and holds true irrespective of whether the sample includes OECD economies or not. It is important to stress that the theory does not predict that a presidential country will always default earlier than a parliamentary democracy. What it does say is that over a long period of time or in a cross-section, as the one of this paper, one should observe less discontinuances in debt contracts in countries with a parliamentary Constitution. In principle, the theory should extend to the case of domestic debt reschedulings.
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